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M. Chairman and Menbers of the Subcommittee:

| am pl eased to have the opportunity today to provide the views
of the Ofice of the Inspector General on the challenges faced
by the Departnent of Defense in efforts to account for its funds
and physical assets, provide useful financial information to
deci si on makers, and operate its huge payroll and contractor

paynment operations efficiently.

Maj or DoD Fi nanci al Managenent | ssues.

In testinony before this subconmttee al nost exactly one year
ago, the Deputy Inspector General described the huge scope and
unparal | el ed conpl exity of DoD finance and accounti ng
operations, as well as the Departnent’s realization during the
1990's that virtually all of its adm nistrative processes were
out nroded and unaffordable in their current forns. Likew se, new
statutory requirenments for audited annual financial statenents
caught the Departnent unprepared and w thout the autonated
systens needed to conpile commercial type accounting data.
Along with all other DoD managenent sectors, the financial
managenent conmunity enbarked on a long-termreformeffort with
particul ar enphasis on devel opi ng a new generati on of nodern,

nore standardi zed and networked systens. Last year we provided



our assessnent that neither the full integration of DoD support
operations, including financial managenent, nor the achi evenent
of clean audit opinions on the consolidated DoD financi al
statenents were feasible short termgoals. W continue to
believe, as stated in last year’s testinony, that the Departnent
remains a few years away from being able to achi eve favorable
audit opinions on nost ngjor financial statements. The
testinony | ast May covered a nunmber of specific concerns,

i ncl udi ng:

. The |l ongstanding difficulty in nmeasuring the progress nade
to inprove financial reporting and the danger of focusing
on audit opinions on financial statenents as the only

metric;

. The paranount inportance of devel oping properly integrated,

reliable financial information systens;

. Overly conplex contracts and accounting requirenents.

Today | would like to offer our observations on where each of
those matters stands, as the DoD enters its second decade of

post - Col d War managenent reform and restructuring.



Fi nanci al Reporting. The DoD efforts to conpile and audit the

FY 1999 financial statenments, for the Departnent as a whol e and
for the 10 subsidiary reporting entities |ike the Arny, Navy and
Air Force Working Capital Funds, were massive. Neverthel ess
they could not overcone the inpedinents caused by poor systens
and i nadequat e docunentation of transactions and assets. In
terms of opinions, the audit results differed little fromthe
previous year. A clean opinion was again issued for the
Mlitary Retirenment Fund, but disclainers were necessary for al

ot her funds, including the DoD-w de consol i dated statenents.

The CGeneral Accounting Ofice (GAO witten testinony el aborates
on the results of our audits in considerable detail, so | wll
not repeat the rather lengthy list of deficiencies that

precl uded favorable audit opinions. W agree with GAO s sumary
of those problens, as well as the overall assessnents by both
the GAO and the DoD that the Departnent is nmaking progress

toward conpliance with the new Federal Accounting Standards.

Audit opinions on the DoD-w de and major fund financi al
statenents still are the sole widely used netric for quantifying
progress. Unfortunately, this neans that consi derable

i nprovenent can be made in each of the huge DoD reporting

entities without any effect on the overall audit opinions.



For exanple, the Air Force nade a concerted effort to correct
records and conpile support for transactions so that a favorable
audit opinion could be achieved on its Statenment of Budgetary
Resources (SBR). Notw thstandi ng these nunerous inprovenents
and corrections, the effort could not overconme the problemof an
unrel i abl e openi ng bal ance. Wrk continues on the ending

bal ance for FY 1999. Despite a relatively near mss, the

Air Force SBR audit result is scored as another failure, a

di sclaimed audit opinion, but this is only part of the story.

Al t hough the DoD has put considerable effort into inproving its
financial reporting, it seens that everyone invol ved-—the
Congress, the Ofice of Managenent and Budget (OMVB), the audit
community and DoD nmanager s—have been unable to find out or
clearly articul ate exactly how much progress has been nade, what
is the planned pace of further action, how nuch remains to be
done and how nuch risk exists in terns of nmeeting goals and
schedul es. Nor has it ever been clear how nmuch the various
aspects of this effort have cost to date, how nuch nore will be

needed and whether the effort is sufficiently resourced.

Ironically, although the Departnment annually conpil es vol um nous
docunents in response to statutory requirenents for nmulti-year

financi al managenent inprovenent plans and other data, very



little of that information is consistently updated, analyzed and
used for day to day program nmanagenent or frequent seni or
managenent oversight. Mich of it has to be collected in annual
data calls to the DoD conponent organizations. The various
reports to OMB and Congress, the annual financial statenent
audits, and even supplenentary audits cannot substitute for
structured, readily accessible, neaningful and frequent internal
managenent reporting. Current data on project performance, cost
and schedul e status should be routinely provided up a clearly
defi ned program nmanagenent chain and shared with externa

revi ewers.

Currently, a lot of crucial nmanagenent information exists, but
it is dispersed in various organi zations and dat abases. A few
years ago, in response to advice fromthe 1G DoD, the Defense
Fi nance and Accounting Service centralized its managenent of
system acqui sition projects into a single programoffice, which
was a significant inprovenent. That office endeavors to track
and coordi nate systens devel opnent and nodification efforts for
a couple of hundred systens, nost of which it does not own or
control. Various other DoD conponents have organi zed teans and
established internal reporting requirenents to track their Chief
Financial Oficer (CFO Act conpliance progress. The Under

Secretary of Defense (Conptroller) has agreed to track the



status of various actions that his office, OVB, GAO, and the |G
DoD, have jointly devel oped and agreed to as part of the effort
to address inpedinents to acceptable financial statenents.

Also, the IG DoD, and the Mlitary Departnents track the status

of managenent action on all audit reconmendati ons.

In our view, the Departnment needs to determ ne how best to

coll ate and share avail able information, establish any
additional netrics needed and require sufficient internal
reporting to enable the CFO Act conpliance effort to be managed,

nonitored and controlled as a well integrated program

I n our Novenber 1999 report, “Deficiencies in FY 1998 DoD

Fi nanci al Statenents and Progress Toward | nproved Fi nanci al
Reporting,” we recommended that DoD enulate its highly
successful “Y2K’ managenent approach to address the chall enge of
attaining CFO Act conpliance. As was the case with the Y2K
conversion, the CFO Act chall enge has been designated by the
Secretary of Defense as a high priority. Simlarly, achieving
CFO conpliance is fundanentally a systens problem could have
goals, criteria and mlestones set forth in a clear managenent
pl an, involves all DoD organizations and functional comrunities,
and cannot be overconme by the primary functional proponent

wi t hout the active assistance of the rest of the Departnent.



Li kew se, both efforts have entail ed extensive audit
verification and testing, and the Congress, OB and GAO are al
strongly interested in neasuring progress toward the goal.
There woul d be several advantages to this approach. The
Department knows it works, managers are famliar with
termnol ogy related to defined phases and system status, and it
entails fairly sinple and verifiable netrics to show progress

and highlight risk areas.

Al t hough the Departnent reports in its current Financial
Managenent | nprovenent Plan that the Y2K concept has been

adopted, inplenentati on has been di sappointingly slow.

The Pl an of Septenber 1999 established March 31, 2000, as the
m | estone for conpleting the Assessnent Phase for CFO Act
conpliance of 168 critical systens. Despite the Y2K program
experience that initial system assessnents and status reports
often were overly optimstic, inconplete or inconsistent, audit
community involvenent in validating m | estone status has been
limted. There has been no feedback on whether this key

March 31 m | estone was net and what the reported results were.

We plan to work even nore closely with the Departnment over the

next several nonths to apply | essons |earned fromthe Y2K



experience to various other DoD-wi de information system
challenges. 1In addition to CFO Act conpliance, information
assurance and oversi ght of system devel opnent projects are areas

where we reconmend Y2K-1i ke nmanagenent approaches.

Systens Probl ens

Over the past year, two issues have underscored the severity of
the problens faced by DoD because of inadequate financi al

systens and the chall enges involved in new systens devel opnent.

The first issue relates to how DoD financial statenents are
conpiled. Wen the financial reporting systemof a public or
private sector organizati on cannot generate fully reliable
financial statenents, accountants sonetinmes make accounti ng
entries, often as recommended by auditors, to conplete or
correct the statenments. Making major entries or adjustnments is
not the preferred way of doing business and there is
considerable attention paid to any significant change made to
of ficial accounting records. The notion of accounting entries
bei ng made on a nass scale is conpletely foreign to Corporate
Anerica, as is the prospect of such adjustnents being

unsupported by clear audit trails.



The audits of the 1999 DoD financial statenents indicated that
$7.6 trillion of accounting entries were nade to conpile them
This startling nunber is perhaps the nost graphic avail abl e

i ndi cator of just how poor the existing systens are. The

magni tude of the problemis further denonstrated by the fact
that, of $5.8 trillion of those adjustnents that we audited this
year, $2.3 trillion were unsupported by reliable explanatory

information and audit trails.

The second issue concerns the nmanagenent of information system
devel opnent projects. The Departnent has been worKking

t hroughout the 1990's to reduce the nunber of separate systens
and to devel op repl acenents for inadequate | egacy systens.
Unfortunately, information systens devel opnent in the Federal
Governnent is a lengthy proposition. The DoD efforts to devel op
t he next generation of financial systens have had to contend
with slowy evol ving, but very significant, changes in Federal
accounting standards. Also, nost DoD nodernization and

i nvest ment prograns have faced severe conpetition for resources.
Finally, the Y2K problem may have distracted managers and

exacer bated existing resource problens to sonme extent.
Currently, the DoD plans to field all of the systens needed to
achi eve CFO Act conpliance by FY 2003. W regard that as an

overly optimstic forecast. Meeting information technol ogy
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system devel opnent schedules is frequently a problemin both the

public and private sectors; the DoD is no exception.

The Departnent’s application of Cinger/Cohen Act principles to
devel opnent of the Defense Joint Accounting System (DJAS) was
severely criticized in the House Appropriations Commttee Report
on the National Defense Appropriations Act for FY 2000. DJAS is
one of the four systens chosen to be the next generation of
accounting systens replaci ng nunerous | egacy systens used by the

Arny and nost Defense agencies. The Conmttee wote:

“Despite the inportance of devel oping joint
systens, the Departnent has allowed the Air Force
and the Navy to opt out of this programand to
devel op and noderni ze their own distinct systens.
Thus, this “joint” systemw || be fielded only to
the Arny and a few defense-w de activities.

After its initial MIlestone 0 approval, the
tinmeline for conpleting the DIAS software

devel opnent effort expanded from 16 nonths to

six or nore years, the benefits declined from
$322, 000, 000 to $204, 000, 000 and are now
characterized as ‘productivity savings , whereas

before they were real cost savings. |n Novenber
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the DoD I Gissued a draft report warning that
DJAS had not conpleted the steps required under
t he program managenent process to be prepared for
a Mlestone | review. In March, the Ofice of
Program Anal ysis and Eval uation issued simlar
war ni ngs about the dramatic change in the
prograns scope, cost, and duration. Despite

t hese serious concerns, the Departnent not only
i ssued M|l estone | approval, but also M| estone
Il approval at the sanme tine, all w thout having
a neeting of the IT OPT to review the system
The Commttee rejects this approval as
inconsistent wwth the intent of the Information
Technol ogy oversi ght process and the dinger-

Cohen Act.”

We are currently auditing the status of the DJAS project, as
requested by the House Appropriations Conmittee. W have not
yet officially reported on the matter, but initial results

i ndi cate conti nued problens conplying with Cinger/Cohen Act
requi renents for careful managenent oversi ght when naking

i nvestment decisions. DJAS |ife cycle cost would be about $.7
billion. | point to this issue principally to enphasize that

nore review of the dozens of other systenms projects related to
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CFO Act conpliance is likely to indicate other risks and issues.
| mpl enenting the Cinger/Cohen Act is still ongoing in DoD. W
are putting high priority, to the extent our constrai ned audit
staffing and budget |evels permt, on supporting the Chief
Information Oficer in his oversight role regarding al

i nformation technol ogy projects, including those for financial

syst ens.

Usef ul Fi nanci al Data

In adopting the private sector practice of audited annual
financial statenents, the Congress clearly expected inproved

financi al managenent.

The | ack of performance netrics and cost data that | previously
di scussed handi cap an assessnent of whether the effort to attain
audi tabl e financial statenents has been worthwhile. The key
guestion to be asked, however, is whether data produced in
conpliance with Federal Accounting Standards and audited in
financial statenment audits is useful to users--nanagers and the
Congress. Because nmuch of the data rolled up into annual
financial statenents is also provided to users in various

reports and budget exhibits, often periodically during the year,



13

the focus should be across the spectrum of financial information

reported within and by the Departnent, in whatever form

Questions on the useful ness of various financial reports can
best be answered by the users, not auditors. Unfortunately, we
are unaware of nuch feedback to the DoD CFO community al ong
those lines from other managers or Congress. Hopefully this

di al ogue will expand in the future, so that the accounting
comunity has the best possible idea of what managers and the

Congress actually need, when and in what form

Fi nanci al statenent audit results can be very arcane. 1In ny
view, sone of the asset valuation issues will never have any

i npact on DoD deci sion maki ng. However, other nmanagenent
information deficiencies identified during these audits have
very practical inplications. At l|last year’s hearing, the

i naccuracy of DoD inventory data was discussed at length. As
noted in our audit reports and the GAO testinony today,

i nventory accuracy remains a problem Likew se, the inability

to determ ne actual patient workl oad and costs in the DoD health

care programis still a concern. Today |I would like to discuss
two other types of data, environnental liabilities and fund
status information. |In both cases, the data can be used for

mul ti pl e purposes and the controls over accuracy are inportant.
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Environnental Liabilities

We were unable to verify the $79.7 billion reported for
environnental liabilities on the FY 1999 DoD Agency-w de Bal ance
Sheet. The reported anobunt, as large as it my seem was

cl early under st at ed.

The magni tude of DoD environnental cleanup requirenents has been
a matter of intense DoD and Congressional interest for many
years, but information on costs is fragnented and often
unreliable. It would seemlogical that costs identified in
budget exhibits, other DoD environnental programreports,

Sel ected Acquisition Reports and financial statenments should be
as consi stent as possible, reconcil able and supported. More
work is needed to nove toward that goal. Specifically, there
are unresol ved policy issues regarding when to recogni ze

envi ronnment al di sposal costs for other than nucl ear powered
weapon systens on financial statenents. Also, the support for

many of the cost estimates that were included was inadequate.

For exanple, the $20.7 billion equi prent disposal portion of the
$79.7 billion overall environnmental liability estinmate was

clearly inconplete, although inproved over previous years. The
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Air Force reported nothing. The Navy, in contrast, estinated
$11.5 billion for nucl ear-powered submari ne and shi p di sposal.
This was the first tinme that those anpbunts were included in the
financial statenents. An open issue renmains on when to
recogni ze di sposal costs for nost DoD weapon systens on the
financial statenments—as soon as estimates are nade as part of
initial weapon systemlife cycle costing or much | ater when

di sposal decisions are nade. W are working with the Depart nent
and GAO to resolve the question. Regardless of the decision, we
have recommended nore aggressive action by the Mlitary
Departments to ensure that acquisition program managers incl ude
hazar dous waste handling and di sposal costs in the total
estimated ownership costs of their systenms. Last week we
publ i shed a report, “Hazardous Material Managenent for Major

Def ense Systens,” which recaps the results of audits of nine
weapon system prograns. Those audits indicated commendabl e
enphasi s by program managers on reduci ng the anmount of
environnmental | y hazardous material that will require costly

di sposal, but virtually no enphasis on including disposal costs

inlife cycle cost estinmates.

The DoD reported $34 billion as the liability for environmental
cl eanup of unexpl oded ordnance at training ranges. Reporting

this anount represents a significant inprovenent over FY 1998,
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when cleanup liabilities for training ranges were not recogni zed
or reported at all. However, reporting was inconplete.

Al t hough final DoD guidance for reporting liabilities for

cl eanup of training ranges has not yet been published, it is

expected in FY 2000.

The Arny, as DoD s Executive Agent managi ng the Chemi cal
Demlitarization Program reported about $8.9 billion in
environnmental liabilities for FY 1999. Further work is needed
to validate the support for those estimates, which are
particularly inportant because of the ongoing effort to dispose

of the chem cal weapons stockpile.

Fund Status Data

The nost fundanental budget execution and fund status data

mai nt ai ned by DoD, and relied on by managers at all |evels,

rel ates to anmounts of authorized funding, obligations,
unobl i gat ed bal ances, outlays and unpaid (unli qui dated)
obligations. Because of the Antideficiency Act, which
prescribes crimnal penalties for obligations or expenditures in
excess of appropriated anounts, and the desire to use all funds
efficiently, the primary purpose of DoD financial managenent

i nformation systens over the years has been funds control.
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Based on results of audits of obligations and unpaid obligations
shown on the Statements of Budgetary Resources in the annual
financial statenents, we continue to consider funds control a
concern. The data for the SBRis drawn fromthe same sources as
data for the nonthly SF133 Report on Budget Execution and for
the prior year actual colum of individual appropriation program

and financing schedul es, a fundanental budget exhibit.

Audits of FY 1999 financial statenents indicated problenms with

the accuracy and support for reported fund status data.

For exanple, Air Force auditors projected that $1.3 billion of
$36 billion of unpaid obligation balances were invalid.

Al though this is not a | arge percentage, and nay be adjusted
downward as review continues, the Air Force has nunerous
unfunded requirenents and it is cause for concern when over a
billion dollars is unavail able for use because of inattention or
adm nistrative error. Likewise, in audits of two Defense

agenci es, we found 70 percent of obligations in one sanple and

48 percent in the other to be invalid.

To ensure accurate fund status reporting, DoD nust continue

efforts to elimnate unmatched di sbursenents, reenphasize the
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need for supporting docunentation, inplenent better integrated
systens and notivate nanagers to conply nore diligently with
DoD policy for periodic review of unpaid obligations. The

DoD has reported steady progress in decreasing the | evel of
probl em di sbursenents from $17.3 billion in Septenber 1998 to
$10.5 billion in Septenber 1999. These reports are encouraging,
but this problemneeds to be kept at the forefront of

managenent’ s attention

Si npl i fying Requirenents

In the md-1990's, we recommended that DoD and t he Congress
consi der ways to reduce the burden on DoD accounting offices and
the risk of errors by sinplifying requirenents. The Under
Secretaries of Defense (Conptroller) and (Acquisition,
Technol ogy and Logi stics) have pressed the DoD conponents to
adopt neasures to avoid the unnecessary use of nultiple accounts
on contracts and comm ngling of funds fromdifferent accounts on
the sane contract line item Likew se, our office has
periodically coomented on the incredible conplexity of the DoD
chart of accounts, which is probably unique in the world because
of its hundreds of thousands of accounting entities, and the
absurdly | ong accounting codes that result. Those codes nust be

applied to many mllion transactions a year.



Unfortunately, the budget and appropriation structures are
difficult to change. The DoD nust administer at |east 1,200
open appropriation accounts at any given tine. The main driver
of conplexity, however, is the business practice of the

i ndi vi dual DoD conponent. The Arny, for exanple, has resisted
sinplification of either contracts or its chart of accounts, in
effect asserting that it wishes to continue trying to capture
costs and control funds at extrenely chall enging | evel of

detail.

O her Previously ldentified Concerns

In last year’s testinmony we highlighted the Y2K conversi on

probl em which DoD did a fine job in overcom ng. DFAS had a
particularly high-profile role in ensuring that mlitary and
civilian payrolls would be net. W also expressed concern about
i nformation assurance, fraud and |imted oversight of finance
operations, particularly vendor pay. W continue to view DFAS
as a likely target for hackers and are working closely with the
Department to reduce vulnerability to conputer crime and ot her
fraud. Unfortunately, other priorities and constrai ned

resources mnimzed our audit coverage of vendor pay over the

19



past year, but we will have new audit results in that area | ater

this year.

Concl usi on

M. Chairman, every tine we testify on DoD financial managenent,
we assert that sustained involvenent by senior managers and the
Congress are vital ingredients for progress. This remins very
much the case. Despite commendabl e progress, the DoD renains
far from CFO Act conpliance and aggressive neasures will be
needed over the next few years to achieve success. Therefore
the DoD audit comunity, which has invested so nuch effort and
resources in this area over the past several years, very much
appreci ates the Subcommttee’ s interest in our activities and
viewpoints. It may al so be useful for ne to nention that

|G DoD, audit reports are available on the Wb at

bw. dodi g. osd. m || This concl udes ny statenent.



http://www.dodig.osd.mil/
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